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Introduction
Terra started trading on the stock market in November 1999. The placement price was 13 euros per share (11.81 for retailers). In February 2000, its price stood at 139.75 euros. Between November 1999 and February 2000, Terra provided a return of 975% for its shareholders. However, by December 2000, the share price had plummeted to 11.6 euros, 8.3% of its February high. The average annual volatility of the Terra share was almost 100%.
In this paper, we review twelve valuations of Terra performed by Spanish and non-Spanish bank analysts and brokers 2 . We will start with the opinion of one Internet business analyst.
Opinion of a Spanish bank analyst regarding the valuation of Internet companies In valuing Terra, we encounter the same difficulties that make the valuation of any Internet stocks problematic. Such obstacles include: the difficulty in finding fully comparable companies, the limited track record of the companies in the sector, which makes discounting cash flow analysis more challenging, the significant volatility of the sector, and the wide divergence of the multiples. To calculate the value of an Internet company, the following methodologies should be considered: a) Valuation by sum of the parts, applying the relevant multiples to each business line b) The application of the Price/sales multiple of listed Internet companies c) The book value, interpreted as the "absolute minimum valuation" d) A maximum valuation calculated from the multiples of industry leaders (AOL, Yahoo, etc.) We consider that cash flow discounting is not the right tool for valuing a company like Terra. First, given the changes that the industry is experiencing (the Internet revolution) and the changes that the company could experience (new acquisitions), cash flow discounting would provide an incorrect valuation. In addition, almost all the value depends on the residual value.
One could also discuss which are the right WACC and the appropriate perpetual growth. The right multiples are price/subscriber and price/sales. As all the Internet companies are still a long way from breaking even, in our opinion, price/sales is the most reasonable multiple for making comparisons.
As the above lines show, there are analysts and managers who maintain that the Internet companies cannot be valued using the traditional method of discounting expected cash flows 3 . This is not correct, it is a conceptual error, and it is the best recipe for creating speculative bubbles.
An investor is prepared to pay a price for a share (which is a piece of paper) if by having this piece of paper, he expects to receive money (flows) in the future. Therefore, the share's value is the current discounted value of the expected cash flows 4 . Otherwise, shares would be like sardine cans during the black market days in the 40's. There is a joke 5 that says that one black marketer sold a sardine can to another for one dollar. This black marketer sold it to another for two dollars and the third black marketer sold it to another for three dollars. The can continued to change hands and increase in price until a black marketer bought it for 25 dollars (an enormous sum at that time) and decided to open it. To his enormous surprise, he saw that the can was empty. He ran back to the black marketer who had sold it to him to get his 25 dollars back. However, this black marketer simply told him, "How could you be so stupid as to open the can? This can is for selling, not for eating".
This joke also illustrates perfectly the distinction (with no basis) that some people make between shares for investing in (to hold them for a long time, so they say) and shares to speculate in (to sell quickly, so they say).
Expected cash flow discounting is the right method for valuing any company's shares. However, we should add that cash flow discounting should be complemented in certain cases with the valuation of the real options, but not all Internet companies have valuable real options. A real option real only contributes value to a company when this company has some kind of exclusive right for exercising the option in the future. Furthermore, the real options to be found in Internet companies cannot be described as readily as the real options offered by the operation of a mine or the operation of an oilfield. A good valuation of an Internet company should consider the reasonableness of the business plan (paying particular attention to the analysis of the expected growth of sales and margin), and it must recognize and quantify the value (if any) of the real options existing in the company.
Twelve Valuations of Terra: Different Expectations
Existing Table 1 shows the projected sales and earnings provided by the twelve valuations of Terra. The table's second column shows the date on which the projections were made. Valuations [9] , [11] and [12] give much higher sales figures than the others do because their projections include Terra's merger with Lycos. It is interesting to observe that although there are differences in expected sales, the largest differences are to be found in the estimate of future earnings. For example, if we observe expected earnings for the year 2000, it seems that expected losses increased as time went by.
Of the twelve valuations, only one ( [4] ) used cash flow discounting. Another valuation ( [6] ) was based on multiples, but also used cash flow discounting to perform a reverse valuation 6 . Valuation [11] says "we will perform the valuation by cash flow discounting when the company Terra-Lycos offers joint accounting statements".
Valuation [4] was performed by an American bank immediately before the subscription offer, based on its cash flow forecasts. They assumed that Terra's beta was 2.5 and the market premium was 3.5%
7 . As the yield on long-term Treasury stock was 5.15%, they estimated the required return to equity at 13.9%. This gave them a value per share of 16.3 euros. On the basis of this valuation, they recommended accepting the subscription offer (11.81 euros per share).
The only valuation report in which the recommendation was to sell was [6] , made in March 2000, when Terra's share price was 117.15 euros. The French bank valued the share at 86 euros. The valuation was based on the [market value/sales] multiple of comparable companies: Freeserve, Tiscali, Freenet.de and Infosources. The French bank also provided a reverse valuation by cash flow discounting. The bank argued that in order to obtain the market price of 117.15 euros per share, it was necessary to expect a growth in cash flows 8 of 14% after 2010. As this 14% growth seemed excessive to it, the French bank concluded that, at 117.15 euros, Terra was overvalued. 6 Reverse valuation consists of calculating the hypotheses that are necessary to attain the share's price in order to assess these hypotheses. 7 They justified Terra's beta on the betas of AOL, Amazon and Yahoo, which were 2.3, 2.5 and 2.7. 8 Assuming a beta of 2.5, a market premium of 3.5% and a risk-free rate of 6%. These parameters gave a required return to equity of 14.75% and a weighted average cost of capital of 14.6%. Figure 1 shows the evolution of Terra's share price in euros per share. 
Some Comparisons between the Projections and the Valuations
In this section, we will compare some of the projections. Thus, for example, Table 2 Similarly, Table 3 
Valuation performed by a Euroamerican bank in April 2000: 104 Euros
This section summarizes the valuation of Terra's shares performed by an Euroamerican bank in April 2000, when Terra's share price was 73.8 euros. As the valuation given by Table 4 is 104 euros per share, the bank advised its customers to buy Terra shares. 
Price per share (euros) 104
The valuation given in Table 4 is based on the 15 largest Internet companies in USA. The first column gives the price per share, the second column the number of shares outstanding, and the third column the companies' capitalization in million dollars. When the net debt is added to the capitalization, what the bank calls enterprise value (EV) is obtained, that is, the company's value. Thus, the sum of the enterprise values of the 15 largest Internet companies in USA was 278.145 billion dollars. The Euroamerican bank's analyst then divided this quantity by the number of inhabitants in USA, which he estimated to be 273 million, obtaining the EV per capita in USA: 1,019 dollars.
At the bottom of Table 4 , the analyst divided Terra's market into 3 geographical areas: Spain, Hispanic America 9 and Latin America. Column [1] shows the gross national product per capita in each of the three geographical areas, and column [2] shows the percentage they represent with respect to the gross national product per capita in USA ($32,328). Column [3] is the result obtained by multiplying the EV per capita in USA (1,019 dollars) by the ratio between the gross national product per capita in each of the three geographical areas and the North American gross national product per capita (column [2] ). He then multiplied column [3] by the number of inhabitants in each geographical area (column [4] ) and by Terra's estimated market share in each of these markets (column [5] ), and obtained Terra's value in each of these geographical areas (column [6] ). Adding the 3 amounts in column [6] , he arrived at the value for Terra: 27.117 billion dollars. After subtracting the net debt from this amount, he obtained Terra's implicit capitalization: 27.642 billion dollars. By dividing this quantity by the number of Terra shares (280 million) and by the euro's exchange rate, the analyst obtained the value of the Terra share: 104 euros per share. Doesn't this valuation seem surprising to the reader? We can propose three more ways of getting the figure of 104 dollars per share:
1. The value of the Terra share is twice the age of Manolo Gómez's mother-in-law, who is 52. We chose Manolo because he lives near Terra's corporate headquarters. 2. The value of the Terra share is eight times the price of the initial public offering (13 euros). 3. The speed of light in thousand of kilometers per second raised to the power of 0.3682.
Of course, these three valuations are absurd, but they have the same rigor as that given in Table 4 . As the Spanish saying goes, "the blind man dreamt he saw and he dreamt what he wanted to see".
Valuation performed by a Spanish bank in May 2000: 84.4 Euros
In this section, we transcribe the valuation of Terra performed by a Spanish bank in May 2000, when Terra's share price stood at 68 euros. As the valuation concluded that the value of the Terra share was 84.4 euros, the Spanish bank also advised in favor of buying. Table 5 shows the valuation of Terra performed by the sum of the parts. The top of the table shows the result of the valuation performed by the analyst using a number of multiples. He used the capitalization/subscriber multiple for the years 1999, 2000 and 2001, and also the capitalization over sales multiple for the same years. He also performed an additional valuation assuming a time lag in the multiples. The valuation by the sum of the parts consists of adding the Internet access business (ISP), the valuation of the portal, the valuation of the corporate services, and Terra's holdings in other companies. To obtain a valuation for the ISP businesses, he used the multiples of the companies that seemed to have similar features (Earthlink, Prodigy and PSInet), and he calculated the average of these data and applied it to Terra. Thus, the ISP business according to the capitalization/subscriber multiple has a value which ranges between 1.892 and 4.485 billion euros. Using the capitalization over sales multiple, the value of the ISP would only be between 199 and 339 million euros. Using the multiples with a lag to take into account the companies' varying states of maturity, the valuation ranges between 9.385 billion and 846 million euros. To obtain the valuation of the portal, the analyst performed a similar analysis taking as his reference companies whose main business is the portal. Using the capitalization over sales multiple, he obtained values ranging between 1.915 and 11.012 billion euros.
To value the corporate services business, the analyst used Reuters capitalization over sales multiple. In this case, the analyst arrived at figures with a much lower scatter: the value of this business of Terra's ranges between 107 and 112 million euros.
The top of Table 5 summarizes the valuation by the sum of the parts: the valuation of Terra ranges between 4.69 and 22.87 billion euros. There is an enormous scatter in the multiples used of comparable companies. For example, in the valuation of the portal, depending on the year being considered, the multiples range between 1.11 and 111; between 6.3 and 60.7; and between 4.4 and 34.6. With such scatter, using the average of such different data has very little solid basis. Table 6 shows the valuation of Terra performed by the analyst considering it as a complete company. To do this, he compared Terra with companies offering similar services. The multiples used are the same as in the valuation by parts: capitalization by subscriber, capitalization by sales and an adjustment for lag. This valuation gives values ranging between 5.8 and 42.8 billion euros. Observe here too the enormous scatter in the multiples used in Table 6 : the multiples in the fifth column range between 14.7 and 960, those of the last column between 5.6 and 275.4. Table 7 is the end of this analyst's valuation. It is a summary of the data obtained in Tables 5 and 6 . The analyst used the maximum, minimum and average values obtained in the valuation of the entire company (data from Table 6 ) and in the valuation by the sum of the parts (data from Table 5 ). Line (a) is the average of the data obtained for the valuation of the entire company and the valuation of the company as a sum of the parts. The analyst then calculated the average of all these numbers, which gave 17.232 billion euros. Line (b) provides a data calculated by the analyst in which he adjusted the value of 17.232 billion euros for Terra's target population compared with the target population of other comparable companies and for the gross national product. He arrived at a valuation of 36.606 billion euros. The following line is the total valuation of Terra's shares: according to the analyst, 67% of line (a) plus 33% of line (b), which gives 23.623 billion euros. Dividing this value by the number of Terra shares (280 million), the analyst concluded that the value of each Terra share is 84.4 euros per share.
Another valuation with a rigor similar to that given above (i.e., none at all) would be to say that the value of Terra's shares is the average capitalization of the companies listed in Table 6 (23.026 billion euros). This figure is very close to that obtained in the valuation of Table 7 (23.626 billion euros).
Valuation performed by an American broker in June 2000: 53 Euros
In this section, we summarize the valuation performed by an American broker in June 2000; when Terra's share price was 45 euros per share. As his valuation gave 53 euros per share, the broker recommended buying Terra shares. Table 8 shows a summary of the valuation performed by the broker by geographical areas. First, he valued Terra's business in North America using the value per page viewed multiple. For Europe, he added together two values: on the one hand, the value of Lycos Europe at market price, and, on the other hand, the value of Terra's business in Spain using the value per subscriber multiple for comparable European companies. To value Latin America, he used the value per subscriber multiple. To value the business in Japan and other Asian countries, he used the value per page viewed multiple and a discretionary adjustment of 1.000 billion. This gave him a total value for Terra-Lycos' shares of 28.974 billion dollars. After dividing this quantity by the expected number of shares after the Terra/Lycos merger and adjusting for the exchange rate, he obtained a value of 53 euros per share. Table 9 contains a verification of the value obtained by comparing Terra Lycos with Yahoo and America Online. The valuation of 53 euros per share gives a capitalization over sales ratio of 42.5. This ratio was 63.6 for Yahoo and 19.1 for American Online; the average of the two was 41.3. As 42.5 is close to 41.3, the valuation's author concluded that the valuation was correct. He also compared the capitalization over gross profit and capitalization over pages viewed ratios. Applying the same ratios to his valuation of Terra, he obtained 57.9 and 135.7. As both figures are close to the average multiples for Yahoo and American Online (56.8 and 117.7), he concluded that the valuation was correct. This valuation was performed before the initial public offering. The Spanish bank valued the shares at 19.8 euros. As this value was higher than the opening price, the bank advised its customers to buy. Table 10 shows the companies that are comparable to Terra according to the Spanish bank and Table 11 shows the valuation. The multiples used by the Spanish bank for Terra are markedly below that the average of the companies it calls comparable. It then applied these multiples to forecasts for 2002 and 2004.
Note the contradiction: it is argued that cash flow discounting is not used because it is very difficult to project Terra's future. However, multiples are applied to two and four-year projections. 
How Should Terra-Lycos be Valued?
What most analysts say about it being very difficult to make cash flow projections for Terra-Lycos is true (although they do make projections for sales, earnings and EBITDA, which we have seen in Table 1 ).
We do not know what Terra-Lycos's growth will be like or what real options it may have. However, one analysis that we can carry out is to assume a future year in which Terra-Lycos is a consolidated company, that is, a year after which Terra-Lycos has moderate growth. If this year is 2010, Terra's capitalization at that time should be today's capitalization (2000) appreciated at the required return. This calculation is shown in Table 12 10 . If the required return is 13%, a price per share today of 50 euros (capitalization 31.063 billion euros) assumes a capitalization of 105.446 billion by 2010, provided that no dividends are paid or capital increases are made until then. This capitalization is greater than that of Telefónica (biggest Spanish firm) in 2000 and is approximately the sum of the capitalization of BSCH and BBVA (the two biggest Spanish banks). If it seems reasonable to the reader that Terra-Lycos should have such a high capitalization in 10 years' time, then the price of 50 euros per share is also reasonable. However, if it seems too high to him, then he will value the share at less than 50 euros. Using the same reasoning with 10 euros per share, Terra-Lycos's capitalization in 2010 should be equal to that of Endesa (biggest Spanish electric utility) today, or three times that of Unión Fenosa, Gas Natural or Banco Popular. Another way would be to compare the cash flows required to justify the capitalization in 2010. A price per share in 2000 of 50 euros assumes an equity cash flow in 2010 (if the required return then is 10%) of 6.083 billion euros, growing at an annual rate of 4%. In 1999, Telefónica's earnings were 1.805 billion euros, those of Endesa 1.278 billion, and those of Repsol 1.011 billion. General Electric's earnings were 12 billion dollars and 5 billion dollars were paid in dividends.
With these comparisons, unless one has exceptional expectations for TerraLycos, it is difficult to justify a price per share greater than 10 euros.
The formulas used in table 12 are:
1. Capitalization2000 = Price per share2000 x Number of shares outstanding2000
2. Capitalization2010 = Capitalization2000 (1.13)10 3. Capitalization2010 = Equity cash flow2010 x (1+g) / (0.10 -g) Table 13 contains data on the world's largest companies to compare with Table 12 . To conclude, some morals.
 If you can't find a rational explanation for a share to continue rising, you can be sure that it will fall.  To become a millionaire, you must sell your shares at the right time.  A website is not necessarily a business.  Selling below cost gets you lots of customers, but not much money.  Making a market is harder than it looks.  If it doesn't make cents, it doesn't make sense  In every mania, the small investor is the one left holding the bag 
